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Hoaorable Dan Morals 
Attorney General of Texas RE&fi/F-l 
Opinion Committee Division 
P.O. Box 12458, Capitol Station JUN 191996 
Austin, Tex& 767Ij 

Opinion Committee 

RE: Would a provision in a trust instrument governed by the Texas 
Trust Code - specifiwlly, a pooled ‘. inwme fund - 
fundamentally depart from Texas law if it au%otized the 
distribution of short term capital gains received w part of mutual 
fund diviaknds to the income beneficiaries of lhe trust? 

Dear General Morales: .~ 

I. Inbwductian to Pooled Inwme Funds. 
.‘,.i~. 
Charitable pooled income funds are given favorable tax treaunent by the federal 

govemment because of their benefits to charities. Internal Revenue Code (‘IRC’) # 642(c)(5) 
governs the requiremeRts for a trust to quaI@ as a pooled income fund They are especially 
convenient for use by donors of relatively smallsums, .who ‘cart ~gcrin ~the advantage of 
professional management at low costs by pooling -wn&butions with other, like wntribators. 
@der the terms of ~the trust agreement which establishes the pooled &come fisnd, a donor 
pledges assets to charity, but the charity does not receive the inwme until the donor’s death. 
During the akwr’s lifetime, the donor retains an income interest:lnthe .assets. The fan&z 
from each &nor are pooled and invested with other ~1ik.e donatlans, but accounted for 
separately. Such a “pooled” arrangement mahes &Gig assets to &ari&y more afforakble, 
since a separate trust is not needed for each donor. :The donor raceives the income for the 
period designated in the okaative transfer and, upon the &nor’s death (or any other 
terminatutg event established by the donor), the principal ls distributed to charity, as directed 
by the donor. 

II. ., The Income Distribution Requirement. 



The attraction of a charitable pooled income fund is determined, in large part, bye its 
ability to deliver a return to the donor, as income benefikuy. The fund is required to retarn 
income to the income benefmimies. Often smaller pooled income funds invest their assets in 
mutual funds rather than bear the costs associated with setting up a separate portfolio of 
stocks and bonds. The manager of the mutual fund is more easily and cheaply able to invest 
the larger sum of money. With respect to the mutual funds in which the pooled income fund 
invests, mutual fund distributions are paid from two sources for income tax purposes: 

(1) Investment company taxable income (net investment income plus net short term 
capital gains) - designated as “dividend” distributions; and 

(2) Long term capital gains (net long-term capital gains minus net short term 
capital losses) designated as “long-term capital gain” distiibutions. 

.-““L ‘A~” ‘k mutual fund, as a regulated investment company, essentially is required to distribute to its 
investors 90% of the aXlends &scribed in (1) above in order to avoid tax at the entity level. 
These distributions include short term capital gains realized by the mutual fund. The 
distributions to investors in the mutual fund are taxed and reported by the investors as 
dividend income. The mutual fund reports the distributions to the investors on Form 1099- 
DIV in the same manner that a corporation would report a dividend The investor is taxed on 
the short term capital gain dividend received as dividsnd income, which is included in ordinary 
income for income tax purposes on the investor’s income tax return. Thus, from an income 
tax perspective, short t&m capital gains from mutual funds clearly are in&uied as income. 
The investor can not use the short term capital gain from matual fund distributions to offset 
the investor’s short term capital losses. 

The invest& in the mutmd fund under the scenario described above is the pooled 
inwme fund ihew, which~ has banded with lihe funds to achieve economies of s&e by 
investing in mutud funds. While the pooled income funCr, as the mutual fwrd investor, will 
rewive short term wpihd gains as part of the d%tribut%n of income by the mutual fand to the 
pooled income fund, it-is not clear if the pooled income fund can pass on to its &mors (i.e., 
the income benejldaries) the short term capital gains it receivedfmm the mutual@uis in 
which it has invested Texas has yet to determine if a charitable pooled income fund can 
distribute short term capital gain mutual fund dividknds (“ST Dividend.?) to the income 
benqficiaries of the pooled income fund when the bust lnstniment is silent with regard to such 
disbvbntions. Where the trust instrument speci@cally anthorizes the trust to distribute short 
term capital gains &viden& from mu&ml funds to the income benejiciasy, that direction wiIl 
be honored ~113.IOl(a)(l). The question is whether or not such a provision fktdamenbzlly 
departsfrom Texas law. 

III. ST Dividends Should be Distributable to Income Benoflclaries. 

Pooled income funds are governed by both stat% and federal laws. For a pooled income 
fund to t&e advantage of the opportunity allowed by federal tax sta.ndar&, lt mast be 



consistent with Rev. Proc. 88-53, follow the terms of the trust agreement, and be valid under 
local law. Revenue Procedure 88-53 provides that: 

The operation of the fund shall be governed by the laws of the 
State of . However, the trustee is prohibited from 
exercising any power or discretion granted under said laws that 
would be inconsistent with the quatifmations of the fund under 
Section 642(c)(S) of the Code and corresponding regulations. 

IRC fi 642(c)(S) sets out the procedure for donating and accepting property into a pooled 
income fund. The section reiterates that the trust-must abide by local laws. See aiso, Private 
Letter Ruling 9402020 (income of pooled income fund is determined under the terms of the 
governing instrument and local law). lf a trust is seen asfundamentallv deparnngfiom local 
laws, then it wilt not be afforded its favorable federal tax status. Treas. Reg. .$1.643(b)-1. 

‘_/ Therefore, it is very important that distribution of ST Dividends to the income benefiiiaries of 
the pooled income fund as directed by the trust agreement not depart fundamentaily from the 
law of the State of Texas. 

The IRS has previously determined that a pooled income fund that distributes net short 
i%nn capital gains to the income beneficiaries, in accordance with a trust agreement so 
providing, continues to qualify as a pooled incomej?tnd under lRC 8 642(c)(S). Private Letter 
Ruling 8404039. Although Private letter Rulings are not binding on the IRS, they usually are 
good indic&rs of the IRS’ position. Thus, Private Letter Ruling 8404039 indicams that if a 
trust agreement governing a pooled income fund allows a%ribution of short term capi&dgains 
as income, the IRS will find that the pooled income fund continues to qualify for the favorable 
tax lmatment given to pooled income funds under IRC 8 642(c)(5). 

. . 

For the question at issue, the key local laws are the Texas Trust Code. The Texas 
Trust Co& provides that in the first ins&tee income is to be &termined by the instrument 
establishing the trust Texas Trust Code 8 ;13.1Ol(a)(l). If it is assumed that the trust 
instrument governing tke pooled income fund directs that ST Dividends are to be distributed 
to the income bemjiciahs of the pooled income fund, Texas law would respect this direction 
See 8 113.lOl(a)(l). That would appear to be the fundamentaI state public policy. What the 
Texas Trust Code would allow if the trust instrament were silent -- e.g., 8 113.104(c)(3) - is 
merely a fall-back or default position in the event the trust instrument were silent on the point. 
And while 8 113.104(c)(3) may be read as allowing the distribution of ST Dividends to the 
income beneficiaries when the trust instrument is silent on the point, that issue need not be 
addressed since, whatever 8 113.104(c)(3) says, it does not represent the fundamental policy 
of the stat@. The f?u&.mental policy is that the trust instrument governs, except in those cases 
such as cerhvin aspects of the trustee’s duties of IoyauL and care (Tex. Trust Code B 
113.059(b)) and spennthrif provisions as applied to grantors (Tex. Trust Code 5 112.035(d)), 
where the Trust Code pmvision cannot be overri&n by express trust provisions. 

Whether ST Divi&nds may be distributed to the income benefTciaries of a pooled 
income fund is of major concern to Uce trustees and ben&aries of trusts. Permitting ST 



Dividends to be distributed as income, where the trust instrument allows such distributions, 
will have a positive impact on the effective yield of such trusts. The managers of these funds 
would view Texas as a more favorable state in which to manage these huge sums of money. 
This issue also affects charities and the Internal Revenue Service. All of the parties would be 
better served by a clarification of Texas law. 

Your opinion is requested on the following question: 

1. Is it a fundamental departure from Texas hnv to distribute the short term capital 
gain component of mutual fund dividends income to the income beneficiaries 
of a trust, assuming the trust agreement governing the trust so provides? 

Thanh you for your atbzntion and assistance in resolving this question. As soon as this 
request has been assigned, I would appreciate your contacting Sheny Walker at 463-2054 in 

-! my committee office. 

SimArely, 


